Introduction
============

In China, tobacco use is contributing to the increase in noncommunicable diseases.[@R1] More than 1 million Chinese adults die annually from tobacco use and this number is estimated to increase in coming years.[@R2]^,^[@R3] In 2012, the United Nations (UN) addressed heightened concerns about the impact of noncommunicable diseases in a High-Level Meeting of the UN General Assembly. The Declaration from this meeting notes the "increased burden that noncommunicable diseases impose through impoverishment from long-term treatment costs, and from productivity losses that threaten household incomes and the economies of Member States."[@R4] Indeed, diseases caused by smoking account for around 3% of health expenditures in China, while out-of-pocket medical expenditures, due to smoking, impoverish more than 10 million Chinese households each year.[@R5]^,^[@R6]

In 2015, the UN adopted *Transforming our world: the 2030 agenda for sustainable development*,[@R7] which includes 17 goals that countries have agreed to achieve. Sustainable development goal (SDG) 3, that is, "ensure healthy lives and promoting well-being for all ages", includes target 3.4 to reduce by one third premature mortality from noncommunicable diseases by 2030.[@R7]

SDG 3 also includes target 3.a to strengthen country implementation of the World Health Organization (WHO) Framework Convention on Tobacco Control (FCTC).[@R7]^,^[@R8] China was an early adopter of the FCTC having ratified the Treaty in 2005. Since ratification, tobacco control efforts in China have accelerated with interventions including tighter controls on tobacco marketing, improved health warnings and bans on smoking in public places in several cities.

Tobacco taxation is a cornerstone of global tobacco control efforts, with Article 6 of the FCTC recognizing tax as an important and effective means of reducing the demand for tobacco. Taxation is recognized to be the single most effective tobacco control measure available and the guidelines for Article 6 implementation emphasizes that any comprehensive tobacco control strategy should include taxation.[@R8]^,^[@R9]

In 2015, China introduced its fourth major national tobacco tax reform since 1994. Many other large developing countries like Brazil, the Philippines, South Africa and Ukraine have raised tobacco taxes to help meet tobacco control objectives.[@R10] In Brazil, higher tobacco taxes contributed to almost half of the decrease in the proportion of adults smoking, from 34.4% in 1989 to 14.7% in 2013.[@R11]^,^[@R12] Similarly, in the Philippines, the so-called sin-tax reforms that began in 2012 was associated with a decrease in the proportion of adults smoking, from 27.9% in 2009 to 22.5% in 2015.[@R13]

Retrospective studies have shown the importance of tobacco taxation to public health outcomes. In the United States of America, for example, a study found that a 10% increase in cigarette taxes would decrease the number of deaths from respiratory cancers by 1.5%.[@R14] The French government has increased cigarette taxes substantially from the mid-1990s, with cigarette prices tripling in real terms by 2005. Among French males, rates of adult lung cancer deaths fell by 50% over the same period.[@R15]^,^[@R16]

Here we assess the immediate impact of the 2015 Chinese tobacco tax increase on cigarette prices, sales volumes and tax revenues across the different price categories of China's cigarette market. The study also explores the potential impact on smoking prevalence and considers the way forward for tax policy design in China.

Tax reform and cigarette pricing
================================

[Table 1](#T1){ref-type="table"} shows the excise system for cigarettes in China, before and after the tax increase in May 2015. The tax increase occurred at the wholesale level, with a specific excise of ¥ 0.10/pack being introduced together with a 6% increase in the existing *ad valorem* tax. Other indirect taxes on cigarettes, which remained unchanged, include value added tax (VAT) at 17%; an urban maintenance and construction tax and education surcharge (known as the C&E tax) of 12% applied on excise and VAT revenue; and a tobacco leaf tax of 20% on the value of leaf production. The definition of total tax on cigarettes in this article includes excise and these other indirect taxes, but excludes China's enterprise income tax. This exclusion is to be consistent with WHO's practice of excluding corporate income tax from the measure of taxes faced by the consumer.[@R10]

###### Cigarette classification and excise tax structure in China, 2015

  Level, type of excise                 Producer price range, ¥/pack^a^   Tax            
  ------------------------------------- --------------------------------- -------------- -------------
  **Producer**                                                                           
  *Specific for all classes*            \> 0                              0.06 ¥ /pack   0.06 ¥/pack
  *Ad valorem tax^b^*                                                                    
  Class I                               \> 10                             56%            56%
  Class II                              7--10                             56%            56%
  Class III                             3--7                              36%            36%
  Class IV                              1.65--3                           36%            36%
  Class V                               \< 1.65                           36%            36%
  **Wholesale**                                                                          
  *Specific for all classes*            \> 0                              No tax         0.10 ¥ pack
  *Ad valorem tax for all classes^b^*   \> 0                              5%             11%

¥: yuan.

^a^ One cigarette pack contains 20 sticks.

^b^ The *ad valorem* excise rates are applied to the respective producer and wholesale price of each class.

Note: The conversion rate in 2016 was 1 United States dollar to  ¥ 6.64.

The 2015 tobacco tax increase coincided with an announcement from the State Tobacco Monopoly Administration that the wholesale price of all cigarette brands will increase by 6%. The monopoly is a state-owned monopoly that controls many aspects of China's tobacco industry, including the price and profit margins of cigarette producers, wholesalers and independent retailers. The monopoly, therefore, plays a pivotal role in determining how any tax increase is transmitted to the consumer via changes in price. The announcement was an important change from previous practice, because the monopoly did not increase cigarette prices following the last tobacco tax increase in 2009.[@R17]^,^[@R18] Thus, the 2015 tax reform was associated with some of new the tax burden being passed along to consumers. In addition, the monopoly directed its provincial branches to set retail prices to retain retail margins of at least 10% and they circulated a nationwide bulletin listing the advised retail price of all cigarettes.[@R19]

Economic theory suggests that a monopolist will tend to increase retail prices by more than the tax increase, so-called over-shift.[@R20] Since 2010, however, the monopoly has been implementing an optimization marketing strategy, requiring its cigarette manufacturers to focus on key brands that can compete with international brands, while maintaining cheap offerings in the market. This strategy serves to encourage smoking by poor people and uptake among new smokers. The monopoly has therefore increased the price of individual brands very infrequently, which in turn has contributed to an increase in cigarette affordability and consumption over time.[@R21] Thus, over-shifting of taxes may not be consistent with the monopoly's strategy, particularly with respect to the availability of cheap cigarettes.

Early outcome assessment
========================

We used the WHO Tobacco Tax Simulation model to assess the impact of China's 2015 tax increase by each price category.[@R22]^,^[@R23] The model is originally a forecasting tool, but here we populated the model with actual price and sales volume data for the years 2014, 2015 and 2016. We obtained this data from the tobacco monopoly's annual bulletins.[@R24] One advantage of this model is that it details tax and price changes at different levels along the supply-chain, namely producers, wholesalers and retailers. This is relevant, because the government levies different taxes on these agents and applies a two-tiered excise system on producers.

The monopoly produces around 89 brand families with each of these families offering multiple variations in terms of price, packaging and quality. In 2015, there were some 870 different brands on the market, with retail prices ranging from 2.5--100.0 Chinese yuan (¥) per pack (equivalent to 0.4--16.1 United States dollars, US\$). The monopoly categorizes the brands into five fixed price categories, from the most expensive brands in class I to the cheapest brands in class V, based on their producer price, known in China as the allocation price ([Table 1](#T1){ref-type="table"}).

We selected five brands to be representative of each price category with these brands having a large market share within their respective class. Since class I has a wide retail price span, we divided class I in to (A) and (B), where I(A) spans prices above ¥ 43/pack. To calculate the tax yield (i.e. tax per pack) and price in each class, we entered the allocation, wholesale and retail prices of these 6 brands into the tobacco tax simulation model. We calculated weighted average tax yields and prices for the entire market, using the market share of each class on a sales volume basis.

From the monopoly records, we obtained the total tax revenues for the entire cigarette market in 2014, 2015, and 2016.[@R24]^,^[@R25] However, as tax revenues by class were not available, we estimated the tax revenues for each class from the tobacco tax simulation model, then re-scaled them to match the monopoly's aggregate records in each year. Note the tax revenues predicted by the model in this manner were within 5% of the tax revenues reported by the monopoly. Therefore, any corrections were minor.

Cigarette consumption
---------------------

In China, retail sales are a good indicator of cigarette consumption, because the domestic illicit market is small.[@R26] However, other factors can confound our ability to test the sensitivity of consumption to the 2015 tax increase. For example, the timeframe coincides with bans on smoking in public places in Beijing and several other cities, slower economic growth compared to earlier decades, as well as the residual effect of China's anti-extravagance campaign.[@R26] Also household survey data is lacking to quantify any impact on the proportion of smokers among China's population after the 2015 tax increase. Consequently, this study does not attempt to measure the elasticity of demand for cigarettes.

Instead, we used evidence from the literature to explore the potential impact of the 2015 tax increase on smoking. For example, recent studies have found that the price elasticity of demand for cigarettes in China is around −0.5.[@R27]^,^[@R28] This is similar to estimates from other developing countries, meaning that a 10% increase in the price of cigarettes will reduce cigarette consumption by 5%.[@R29] This price elasticity reflects a combination of conditional demand, i.e. the amount consumed by smokers and number of people smoking. Evidence shows that about half of the reduction in cigarettes sales due to price increase is because people quit smoking and the remainder is a decrease in the amount of cigarettes consumed by continuing smokers.[@R29] Hence, the price prevalence elasticity of demand in developing countries is expected to be about −0.25.

Several studies have modelled the expected impact of cigarette tax increases by applying price prevalence elasticities of −0.1, −0.2 and −0.3 for high-, middle- and low-income countries respectively.[@R23]^,^[@R30]^,^[@R31] In this paper, we explore the potential impact of the 2015 tax increase on smoking prevalence by applying an elasticity range of between −0.1 and −0.3. That is, a 10% increase in the price of cigarettes will reduce smoking prevalence by 1--3% under the caveat that cigarettes do not become more affordable over time.

Early findings
--------------

### Cigarette prices

The tax increase occurred at the wholesale level of the supply-chain and coincided with the monopoly's announcement that the wholesale price of all cigarettes would increase by 6%. This increase in the wholesale price of cigarettes matches the change in the *ad valorem* excise rate from 5% to 11%, indicating that the new specific rate of ¥ 0.1/pack was absorbed into industry wholesale margins, rather than being passed along to the consumer. Note the weighted average wholesale price increases by more than 6% ([Table 2](#T2){ref-type="table"}), reflecting a change in the composition (i.e. market share) of cigarette sales by class over time.

###### Cigarette pack prices and tax yields, China, 2014--2016

  Variable                              Cigarette class^a^   Weighted average                                               
  ------------------------------------- -------------------- ------------------ ---------- ---------- ---------- ---------- ----------
  **Average wholesale price, ¥/pack**                                                                                       
  2014                                  36.0                 20.6               11.6       8.3        4.5        2.3        10.3
  2015                                  38.2                 21.8               12.3       8.8        4.8        2.4        11.2
  2016                                  38.2                 21.8               12.3       8.8        4.8        2.4        11.2
  Change (%)                            2.2 (6)              1.2 (6)            0.7 (6)    0.5 (6)    0.3 (6)    0.1 (6)    0.9 (9)
  **Average retail price, ¥/pack**                                                                                          
  2014                                  43.0                 23.0               13.0       9.5        5.0        2.5        11.6
  2015                                  45.0                 25.0               14.0       10.0       5.5        3.0        12.8
  2016                                  45.0                 25.0               14.0       10.0       5.5        3.0        12.8
  Change (%)                            2.0 (5)              2.0 (9)            1.0 (8)    0.5 (5)    0.5 (10)   0.5 (20)   1.2 (11)
  **Average excise tax, ¥/pack**                                                                                            
  2014                                  13.5                 8.1                4.8        2.4        1.3        0.7        3.6
  2015                                  15.6                 9.4                5.6        3.0        1.7        1.0        4.4
  2016                                  15.6                 9.4                5.6        3.0        1.7        1.0        4.4
  Change (%)                            2.1 (16)             1.3 (16)           0.8 (16)   0.6 (24)   0.4 (27)   0.2 (31)   0.8 (24)
  **Average total tax,^b^ ¥/pack**                                                                                          
  2014                                  22.2                 13.0               7.6        4.3        2.4        1.4        6.0
  2015                                  24.9                 14.7               8.6        5.0        2.9        1.7        7.1
  2016                                  24.9                 14.7               8.6        5.0        2.9        1.7        7.2
  Change (%)                            2.7 (12)             1.8 (13)           1.0 (13)   0.7 (17)   0.5 (20)   0.3 (25)   1.2 (19)

¥: yuan.

^a^ Classification according to the State Tobacco Monopoly Administration. Class I has a wide retail price span, so we divided class I in to (A) and (B), where I(A) spans retail prices above 43 ¥ per pack. However, given that I(A) has a very small market share, we don't address this category in detail in this paper.

^b^ Total tax includes excise and other indirect taxes on consumption, but excludes enterprise income tax.

Notes: One cigarette pack contains 20 sticks. The conversion rate in 2016 was 1 United States dollars to  ¥ 6.64.

The impact of the tax increase on cigarette retail price varied across the classes, where the retail price of the cheapest class V brands increased by 20% (from ¥ 2.5 to ¥ 3.0) in nominal terms ([Table 2](#T2){ref-type="table"}). The increase for class V brands partly reflects the monopoly's notice that retail margins should be at least 10% for all brands and so the increase in class V brand's retail price of ¥ 0.5/pack included an increase in the retailers' profit margin of ¥ 0.2/pack. We interpret this as an incentive for retailers to continue stocking cheaper brands in support of the monopoly's optimization strategy. That is, cheaper brands are not as profitable as premium brands for retailers to stock, but the monopoly's strategy includes the continued availability of cheap brands.

Mid-priced class III brands account for almost half of the market and the retail price of these key brands increased by 5% (from ¥ 9.5 to ¥ 10.0 in nominal terms; [Table 2](#T2){ref-type="table"}). The price gap between class III and more expensive brands widened marginally. In contrast, the price gap between class III and cheaper class brands narrowed, though not by as much as would have been the case, had the new specific excise of ¥ 0.10/pack also been passed-through, that is included in the price increase. Overall, the average retail price of cigarettes increased by 11% in nominal terms (from ¥ 11.6 to ¥ 12.8), or by 7% after accounting for inflation.

### Production and sales

[Table 3](#T3){ref-type="table"} shows the aggregate market outcomes, including the reported production and sales volumes by class, and total cigarette tax revenues as reported by the monopoly, with the class breakdown of revenues being estimated by the WHO tobacco tax simulation model. The monopoly reported that annual cigarette retail sales volumes decreased by 8%, from 127 to 117 billion packs between 2014 and 2016, representing 10 billion fewer packs sold annually. Most of the decrease occurred in 2016, with this being the first full calendar year after the May 2015 tax increase. The decreases in both 2015 and 2016 constitute the first annual contractions in demand since 2001.[@R24]

###### Annual production, retail sales and tax revenues of cigarettes, China 2014--2016

  Variable                                 Cigarette class   Total market                                              
  ---------------------------------------- ----------------- -------------- --------- ---------- ---------- ---------- ----------
  **Production volume, billion packs**                                                                                 
  2014                                     2                 24             13        58         24         8          129
  2015                                     2                 25             15        56         22         7          128
  2016                                     2                 23             15        52         20         6          118
  Change (%)                               0 (−9)            −1 (−4)        2 (14)    −6 (−11)   −4 (−16)   −2 (−22)   −11 (−9)
  **Retail sales volume, billion packs**                                                                               
  2014                                     2                 24             13        57         23         8          127
  2015                                     2                 25             15        55         21         7          124
  2016                                     2                 23             15        52         20         6          117
  Change (%)                               0 (−8)            −1 (−3)        2 (15)    −6 (−10)   −4 (−15)   −2 (−21)   −10 (−8)
  **Total tax revenue, billion  ¥**                                                                                    
  2014                                     41                297            98        240        54         11         740
  2015                                     44                345            120       262        58         11         840
  2016                                     44                338            132       260        57         11         842
  Change (%)                               3 (7)             41 (14)        34 (35)   21 (9)     3 (5)      0 (2)      101 (14)

¥: yuan.

Notes: One cigarette pack contains 20 sticks. Total tax revenues include excise and other indirect taxes on consumption, but exclude enterprise income tax. The conversion rate in 2016 was 1 US\$ to  ¥ 6.64.

Data source: State Tobacco Monopoly Administration.[@R24]^,^[@R25]

[Fig. 1](#F1){ref-type="fig"} shows the pattern of cigarette production over the past decade, with the rapid growth in mid and high-priced brands reflecting the monopoly's optimization strategy. Between 2014 and 2016, the volume of class I and II cigarettes continued to expand at a modest pace, while other classes decreased. The sales of low-priced class III to V brands decreased the most, suggesting it was smokers from lower socioeconomic groups that reduced or quit smoking the most. However, it is difficult to fully assess the impact even with this disaggregated data, because the changes by class will reflect a mix of consumer switching between classes, reduced conditional demand and reduced smoking prevalence.

![Annual cigarette production, China 2002--2016](BLT.17.205989-F1){#F1}

### Tax incidence and revenue

[Table 4](#T4){ref-type="table"} shows the tax incidence, that is, the burden of tax faced by consumers. Tax incidence is measured as the proportion of tax in the retail price of each class. The tax increase did not change the fundamental characteristics of tax incidence on cigarettes, with mid-price class III brands still recording the lowest tax incidence, due to being the highest-priced class included under the lower *ad valorem* tax rate of 36% at the producer level. Overall, the average total tax incidence rose from 51.7% to 55.7%.

###### Changes in excise and total tax incidence per cigarette pack between 2014 and 2016, China

  Tax          Tax incidence, %, by cigarette class^a^   Weighted average, %                               
  ------------ ----------------------------------------- --------------------- ------ ------ ------ ------ ------
  **Excise**                                                                                               
  2014         31.4                                      35.4                  37.2   25.1   26.4   29.8   30.8
  2015         34.7                                      37.6                  39.9   29.5   30.4   32.4   34.4
  2016         34.7                                      37.6                  39.9   29.5   30.4   32.4   34.5
  Change       3.4                                       2.3                   2.8    4.5    4.1    2.6    3.7
  **Total**                                                                                                
  2014         51.7                                      56.4                  58.7   45.5   48.0   54.0   51.7
  2015         55.4                                      58.8                  61.7   50.4   52.2   56.0   55.6
  2016         55.4                                      58.9                  61.8   50.4   52.4   56.2   55.7
  Change       3.8                                       2.5                   3.0    4.9    4.4    2.2    4.0

¥: yuan.

^a^ Classification according to the State Tobacco Monopoly Administration. Class I has a wide retail price span, so we divided class I in to (A) and (B), where I(A) spans retail prices above 43 ¥ per pack. However, given that (A) has a very small market share, we don't address this category in detail in this paper.

Notes: One cigarette pack contains 20 sticks. Total tax includes excise and other indirect taxes on consumption, but excludes enterprise income tax. The conversion rate in 2016 was 1 United States dollar to  ¥ 6.64.

Tax revenue from cigarettes reported by the monopoly amounted to ¥ 842 billion (US\$ 127 billion) in 2016, representing almost 6.5% of fiscal revenue in China. Excise revenue from cigarettes amounted to about ¥ 520 billion, or around 62% of total cigarette tax revenue. Total tax revenues from cigarettes increased by 14%, from ¥ 740 to ¥ 842 billion between 2014 and 2016, reflecting an extra 101 billion yuan (US\$ 15 billion) in tax revenues for the government. After accounting for inflation of around 3.5% over this period, cigarette tax revenues increased by 10% in real terms between 2014 and 2016.

### Smoking prevalence

The Global Adult Tobacco Survey found that 27.7% of China's adult population were smokers in 2015, representing about 318 million smokers.[@R10] Assuming a price prevalence elasticity of −0.1 to−0.3 and using our estimated 7% of inflation-adjusted increase in cigarette prices, we predict that the reduction in the proportion of smokers could be between 0.2% and 0.6%. While this decrease may seem relatively modest, it would correspond to between 2.2 and 6.5 million fewer smokers. Thus, this tax increase would potentially make a measurable contribution to tobacco control efforts to reduce the number of smokers both in China and globally.

However, it is important to recognize that the single tax increase may not have such a significant or lasting impact on smoking prevalence in China. First, public expectations that cigarette prices will continue to increase may encourage more people to quit smoking, especially in countries where governments regularly increase tobacco taxes.[@R32] However, taxes and prices in China have not changed for at least six-years before 2015, and therefore it seems unlikely that the single increase will have altered Chinese smokers' expectations about future tax increases. Second, cigarettes in China remain very affordable, and will become more so over time due to continued growth in people's incomes. Thus, the Chinese government may need to continue raising taxes and prices on cigarettes regularly to fully secure the estimated impact on smoking prevalence.

Next steps
==========

To confirm our estimated reduction in smoking prevalence due to the 2015 tax increase, field research is needed in China.

The Chinese government should raise tobacco taxes more significantly over the coming decade to pursue the country's development objectives. In October 2016, President Xi Jinping announced the national strategy Healthy China 2030. The strategy sets several ambitious targets including to reduce smoking prevalence to 20% by 2030.[@R33] To successfully achieve this target, policy-makers will need to implement a range of tobacco control policies. Evidence shows that taxation is the single most effective tobacco control measure and thus, higher tobacco taxes will be required to help achieve the Healthy China 2030 strategy.[@R33] This link to broader development objectives in the SDGs and Healthy China 2030 can be facilitated through multisectoral research and dialogue, to develop consistent cross-sectoral objectives for tobacco tax policy.

In many countries, tobacco taxation is underutilized as a tobacco control measure.[@R29] This is often due to industry interference in the policy-making process. In China, greater emphasis on health sector objectives in tobacco tax policy design could help against interference. Several other countries, such as the Philippines and Thailand, have also taken specific measures under Article 5.3 of the FCTC to protect policy-making from industry interference. The earmarking of some tobacco tax revenues to public health programmes could be another way to maximize benefits to the health sector, while also strengthening public support for further tax increases.[@R8]^,^[@R34]

Finally, China's 2015 tax increase has highlighted the monopoly's ability to under-shift taxes and to maintain a wide price gap among brands to support its long-term optimization strategy of promoting key mid- and high-price brands, while maintaining cheap offerings in the market. In particular, the availability of very cheap brands continues to pose a major challenge to public health, as it encourages smoking among young and poor people. The government may therefore need to develop tax policies tailored at raising the price of these cheap brands. Such policies could include significantly raising the specific rate, removing the *ad valorem* tiers at the producer level and/or implementing high minimum prices.

Conclusion
==========

Achieving the SDGs will require integrated, multisectoral approaches. Tobacco taxation is an example of such an approach, with progress needing to be underpinned by greater policy coherence between the government's health and finance sectors. Indeed, it is well-documented that tobacco taxation policies contribute to improved health outcomes and better public finances, via reduced tobacco use yet increased tax revenue.[@R29] China's 2015 tobacco tax reform provides yet another practical demonstration of these dual benefits.
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